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Summary of L egislation: (Amended) (A) This bill updates the references to the Internal Revenue Code.

(B) The bill provides that ordinances to adopt, increase, rescind, or repeal local income taxes, innkeepers
taxes, food and beveragetaxes, and certain other local taxesmust be adopted after January 1 and before April
1 of ayear. It provides that certified copies of these ordinances must be sent by certified mail to the
commissioner of the department of state revenue not more than ten days after adoption. It also providesthat
these ordinances take effect July 1 of the year in which they are adopted. It provides that, for purposes of
local innkeepers taxes, local food and beveragetaxes, and certain other local taxes, if the department of state
revenue determines after December 31, 1999, that a person's estimated monthly tax liability for the current
year or average monthly tax liability for the preceding year exceeds $5,000, the person must pay the monthly
tax due by electronic fundstransfer or by delivering in person or by overnight courier apayment by cashier's
check, certified check, or money order.

(C) Thishill changes the date on which a county treasurer remits gross income tax receiptsfrom the sale or
transfer of an interest in real estate to the department of state revenue from the 15th to the 20th day of the
month following the end of a quarterly period.

(D) The hill providesthat Roth IRAs and educational IRASs are not subject to levy or sale on execution or
any other final processfrom acourt for ajudgment founded upon an expressor implied contract or tort claim.
(Current law provides that traditional IRAs are not subject to levy or sale on execution or any other final
process from a court for a judgment founded upon an express or implied contract or tort claim.)

(E) It makes changes regarding the professional sports development and convention devel opment tax area
law applicable outside Marion County to require that at |east one facility be used by a professional sports
franchise, that facilitiesfor convention or tourism related events serve national or regional markets, and that
an agreement exist regarding tax distributions if there isamix of facility owners.
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(F) This bill extends the use tax exemption for tangible personal property that is destined out of state to
property that is delivered from within Indiana. (Current law providesthat only the use of property delivered
into Indianais exempt.)

(G) It changes the definition of qualifying child for the earned income tax deduction.

(H) It also changes the definition of dependent for the medical care savings account deduction.

() 1t requires the Department of State Revenue to compile business income data.

(J) The bill allows the Department of State Revenue to enter into an agreement with the Secretary of the
Treasury to offset federal tax refunds for Indianaincome taxes owed.

(K)It requires state gross retail and use taxes to be paid monthly but reports to be filed quarterly, except
under certain circumstances. It a so changes reporting and payment requirements under the salesand use tax
law. It changesthe minimum sales and use tax due from $10,000 to $5,000 under the electronic fund transfer
regquirements.

(L) Thehill also combines the motor carrier certification process for property and passenger carriers under
the property carrier law.

(M) It removes vehicle registration information from the income tax return.

(N) It dso eliminates the requirement that voter registration forms beincluded inincometax returnsthat are
mailed.

Thebill also correctsinternal references.

Effective Date: (Revised) January 1, 1999 (Retroactive); Upon Passage; July 1, 1999; January 1, 2000.
Explanation of State Expenditures: (Revised) (1) The Department of State Revenue will be required to
gather business income data for use by the Legidlative Services Agency and State Budget Agency through

and electronic database format for usein businessincometaxation studies. This can be accomplished within
the Department’ s existing budget.

(K) Thereguirement that remitters of salesand usetax pay monthly, but only filereportson aquarterly basis
is designed to create administrative savings for the Department and taxpayers. The threshold for filing, by
remittersof salesand usetax, by electronic fund transfer isal so reduced to $5,000 (from $10,000) per month.
Thiswill increase the number of remittersfiling by electronic fund transfer.

(L) Motor carrier certification law is clarified to include private carriers of property and passengers.

(M) The provision which removestheregquirement of obtai ning the vehicleidentification number of vehicles
owned by taxpayersis eliminated to be consistent with current practice.

(N) Theelimination of therequirement that voter registration formswill bemailed with tax returnswill result
in some administrative savings. Voter registration formswill be supplied with returns supplied to locations
such as banks and libraries.
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Explanation of State Revenues: (Revised) (A) This bill updates the references to the Internal Revenue
Code (IRC) in the current statute to reflect changes made in the IRC before January 1, 1999. The current
statute references the IRC effective January 1, 1998. During 1998, the Internal Revenue Service
Restructuring and Reform Act of 1998 (HR 2676) was enacted which made anumber of federal tax changes
that could affect Indiana adjusted gross income calculations (AGI) and individual income tax revenue. The
Tax and Trade Relief Extension Act of 1998 (Division J of HR 4328, The Omnibus Consolidated and
Emergency Supplemental Appropriations Act,) P.L. 105-277 (1998) also contains afew provisionswhich
will affect individual AGI.

Information from the Federal Tax Administrators (FTA) and the Joint Committee on Taxation (JCT) have
been reviewed in order to estimate the impact of various provisions in this Act. The following provisions
have been identified which will have an impact on state revenue due to changes in tax administration or
Indiana adjusted gross income (AGI) with the change in the IRC reference date of January 1, 1999. The
estimated tax impacts cited below are based on information from the JCT.

Refund Offset: HR 2676 allows states to participate in the federal refund offset program to recapture
incometax debts. Thisprogramwill now cover state and local incometax delinquenciesadministered by the
state. State delinquencies submitted for thefederal refund offset will only be granted after other eligible debt
owed by the taxpayer for federal taxes, overdue child support, or student |oans are satisfied. The state must
notify thetaxpayer viacertified mail that the debt isgoing to bereferred for federal offset. The program will
apply to refunds issued after December 31, 1999. As of October 6, 1998, state tax delinquencies for
individual incometaxesequaled $3.5M. Not al of thisdebt would be collectibl e because specific conditions
must be met for participation in the offset program. This provision will increase income tax collections by
an indeterminable amount beginning in FY 2001.

Roth IRA: Beginning in the 2005 tax year, the minimum required distributions of IRAs are not included
in the definition of AGI for the purpose of determining eligibility to convert an IRA to aRoth IRA. Under
the present law, distributions areincludiblein grossincomein the year of distribution. The Taxpayer Relief
Act of 1997 allowed taxpayers to convert deductible or nondeductible IRAsinto a Roth IRA but ligihbility
was capped for taxpayers with an AGI under $100,000. Distributions were also part of the calculation of
AGI. In essence the change created in HR 2676 raisestheincome eligibility for taxpayersto make use of the
Roth IRASs. Thischange could potentially increase state and federal revenue on aone-timebasisfor tax year
2005 or FY 2006.

Employer Deduction for Vacation and Severance Pay: HR 2676 includes a provision that employer
deductions made for vacation and severance pay may not be made until they are actually received by the
employee. Thisprovisionisintended to overrule the Schmidt Banking Tax Court decision which allowed the
employer adeduction for accrued vacation and severance pay liabilities since they purchased anirrevocable
letter of credit. The Court held that the letter of credit constituted payment of vacation and severance pay
since it was purchased within the 2 % month period so that the payment was not considered deferred
compensation and wasallowableasadeductionfor theemployer. HR 2676 clarified that many arrangements,
in addition to the letter of credit approach used in Schmidt Banking, do not constitute actual receipt by
employees.

Since vacation and severance pay deductionswill not eligible until these payments are actually received by

theemployee, the JCT anticipatesanincreaseinthe AGI of employers. Thisprovisioniseffectivefor taxable
years beginning in 1998.
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Estimated state impact: +%$2.1 MinFY 99, +$2.6 M in FY 2000, + $1.6 M in FY 2001

Meal Deduction: HR 2676 allows employers to take an income tax deduction for meals furnished to
employees at a place of business if the meals are provided for the convenience of the employer and are
furnished to more than one-half of the employees. Employees do not have to include the value of the meals
asincome. This provision will decrease employers adjusted grossincome by the amount of the allowable
deduction and have a minimal impact on revenue collections.

Mark-to-Market Receivables: Dealersin nonfinancial goodsand serviceswill not be ableto elect “ mark-
to-market” accounting rules to deduct receivables as aloss. This provision will increase the AGI of these
taxpayers.

Estimated state impact: + $670,000in FY 99, + $1.24 M in FY 2000, + $1.02 M in FY 2001

Income Averaging for Farmers: The three year income averaging provision for individuals who have
taxableincome from the trade or business of farming was made permanent. This provision was set to expire
December 31, 2000.

Estimated state impact: Minimal loss beginning in FY 2001.

Net Operating Loss Carryback Period for Farmers: Currently taxpayers engaged in farming business
wereallowed to carry back anet operating | oss (the amount by which business deductions exceeded business
grossincome) for two years and carry forward the lossfor 20 years to offset taxable income in those years.
Thecarry back provisionwasextended to afiveyear period effectivefor tax years beginning after December
31, 1997.

Estimated state impact: Minimal Loss beginningin FY 99.

Self-Employed Health Insurance Deduction: This deduction was recently increased in the 1996 Health
Insurance Portability Act, Public Law 104-191, the Taxpayer Relief Act of 1997 (H.R. 2014) and the Tax
and Trade Relief Extension Act of 1998 (Division Jof HR 4328, The Omnibus Consolidated and Emergency
Supplemental Appropriations Act,) P.L. 105-277 (1998). The percentage of the federal deductions are
outlined in the following table.

‘06 Health Insurance | 1997 Taxpayer P.L. 105-

Tax Year Portability Act Relief Act 277 1998
1999 45% NC 60%
2000 45% 50% 60%
2001 45% 50% 60%
2002 45% 60% 70%
2003 50% 80% 100%
2004 60% 80% 100%
2005 70% 80% 100%
2006 80% 90% 100%
2007 80% 100% 100%

Estimated stateimpact: ~ ($500,000) in FY 99, ($900,000) in FY 2000, ($700,000) in FY 2001

State Volume Limitson Private Activity Tax-Exempt Bonds: Current law restricts the volume of tax-
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exempt private activity bondsthat States and local governments may issue to the greater of $50 per resident
of the state or $150 M. Thisvolumelimitisincreaseto the greater of $55 per resident or $165M in CY 2003,
$60 per resident or $180 M in CY 2004, $65 per resident or $195M in CY 2005 and $70 per resident or $210
M in CY 2006.
Estimated state impact: Revenue loss beginning in FY 2003 and years after.

Regulated Invested Companies (RICs) and Real Estate Investment Trusts (REITS): Effective for
distributions made after May 21, 1998, any amount of which a liquidating RIC or REIT may take as a
deduction for dividends paid with respect to an otherwise tax-free liquidating distribution to a 80-percent
corporate owner is now includible as income for the recipient corporation. This amount is treated as a

dividend received from the RIC or REIT. If banks operating in Indiana were using this mechanism, there
could be aminimal increasein financial institutions tax revenue beginning in FY 99.

Tax Treatment of Prizesand Awar ds: The principle of constructive receipt iseliminated for the payment
of prizes and awards if the winner elects an option of receiving an annuity instead of receiving alump-sum
distribution. Currently thetaxpayer must pay taxesontheentire prize evenif they elect to receive an annuity
option. This change will allow the taxpayer to pay taxes only on the amount received annually and will
spread the amount of taxes paid over the payment of the annuity instead of the first year. Depending on the
election of the taxpayer for large prizes, this provision will spread out the payment of taxes versusthe state
receiving al thetaxesin thefirst year. This could result in the reduction in revenue beginning in FY 2000.

A summary of the above provisions follows (in millions):

Provision FY 99 FY 2000 FY 2001
Refund Offset positive
Roth IRA (effects FY 2006)

Employer vacation & severance pay 2.1 2.6 1.6
Meal deductions Minimal Losg Minimal Los§ Minimal Loss
Mark-to-Market N 1.2 1.0
Income averaging for Farmers Minimal Losg
NOL Carryback for Farmers Minima Losg Minimal Los§ Minimal Loss
Self-employed health insurance deduct. (.5) (.9 (.7)
\Vol. Limits-Tax-Exempt bonds(FY 2003)

RICs & REITSligquidating distributions | Potential Incr | Potential Incr | Potential Incr
Tax treatment of Prizes & Awards Minimal Losg Minimal Los§ Minimal Loss
Net I mpact (millions) 2.30 2.90 1.90

The Internal Revenue Service Restructuring and Reform Act of 1998 (HR 2676) also made a number of
federal tax changes that could affect Indiana state tax revenue even without an update to the Indiana Code.
However, taxpayerswould haveto recal culateincomeand capital gainsfor purposesof determining Indiana
adjusted gross income based on the 1998 Internal Revenue Code if Indiana does not update to the 1999
Internal Revenue Code. A number of the changes regarding capital gainswhich could affect Indianataxable
income are described below.
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Capital Gains. The Taxpayer Relief Act of 1997 cut the tax rates of capital gainsfor investments held for
at least 18 months. The rates were reduced from 28% to 20% and to 10% for taxpayers in the 15% tax
bracket. This change created three different holding periods and three different maximum tax rates. The
current law also taxes capital gains on investments held from 12 to 18 months at a maximum rate of 28%,
and capital gainson investmentsheld for lessthan 12 months are taxed at the ordinary incometax rate of the
individual.

HR2676-1998 lowers the holding period from 18 months to 12 months for investmentsto be eligiblefor the
20% capital gainstax rate. Thischangesimplifiesthe capital gainstax structureand createsonly two, instead
of three, holding periods and rate structures. Federal estimates from the JCT suggest that this change will
increase income generated from capital gains of investments sold after the 12-month holding period.

The Taxpayer Relief Act of 1997 also allowed exclusions of capital gainsonthe saleof aprincipal residence
up to $250,000 for a single taxpayer and $500,000 for married couples regardless of whether the gains are
rolled over into another residence. However the taxpayer must have lived in the residence for at least two
years. A partial exclusion was alowed if the taxpayer owned the residence for less than two years if they
were forced to move dueto ajob transfer. This exclusion was based on how long the homeowners actually
lived in the house.

HR 2676 providesa*“technical correction” to clarify theintent of the partial exclusion. Thelnternal Revenue
Service had interpreted the pro-rated basis to be applied to the actual gain made on the sale of the home. HR
2676 clarifies that the pro-rated basisis applied to the amount of the exclusion. For example, if ataxpayer
lived in ahome for one year and made a gain of $100,000, the 50% pro-rated exclusion would apply to the
limit of $250,000 ($125,000) versus 50% of the gain made on the home ($50,000). In this case the taxpayer
would be ableto exclude thefull amount of the gain since the pro-rated exclusion would be $125,000 versus
$50,000 as originally interpreted by the IRS.

Estimated state impact: + $1.56 M in FY 99, + $520,000 in FY 2000

(B) This bill will result in more taxpayers remitting their tax liabilities through electronic fund transfer.
Beginning January 1, 2000, the threshold for remitting the Salesand Use Tax , the Adjusted Gross Income
Tax, and the Gasoline Tax by electronic fund transfer is lowered from an average monthly liability of
$10,000 to $5,000. For the Gross Income Tax and the Financial Institutions Tax, the same threshold change
ismade for average quarterly liabilities. This should result in the more efficient collection of these taxes.

Beginning January 1, 2000, for Innkeepers's Taxes and Food and Beverage Taxes collected by the
Department, the threshold is established at an average monthly liability $5,000 for the requirement that
persons collecting those taxes remit by electronic funds transfer. Currently those taxes are not required to
be remitted by electronic funds transfer.

(C) This bill alows county treasurers to remit gross income tax receipts from the sale or transfer of an
interest in real estate to the Department of State Revenue on the 20th day of the month following the end of
aquarterly period. Current law requires the remittance to be on the 15th day of the month. Thiswill result
inaminimal loss of interest earnings from the five day delay of receiving these tax receipts but it will bring
the remittance dates in conformity with other tax filing dates.

(D) No Fiscal Impact.
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(E) See Local Revenues.

(F) The bill clarifies that the use tax exemption for tangible persona property processed in Indiana by
commercia printers and transported out of Indiana for sole use outside of Indiana appliesto property that
isdelivered into Indiana from sources within or outside the state. Any impact would be negligible.

(G) Thisbill expands the earned income deduction to cover all dependents who qualify under the Internal
Revenue Code (IRC). The current deduction only covers dependents under the age of 18 yearsold. TheIRC
reference for this deduction will also cover dependents who are students under the age of 24. This could
result in aminimal increase in the use of the deduction.

(H) For purposesof theemployee medical care savingsaccount plans, the definition of dependent ischanged
to be consistent with the Internal Revenue Code. The change expands the definition except that mentally or
physically incapacitated children over the age of 18 will now not be included.

(J) Thebill allowsthe Department to enter an agreement with the Internal Revenue Service for purposes of
collecting state income tax obligations through a refund offset. This could assist the Department in the
collection of delinquent liabilities.

Explanation of L ocal Expenditures:

Explanation of L ocal Revenues: (Revised) (A) Those counties that have alocal option income tax may
see anet increase in revenue due to the above provisions.

(B) See State Revenues.

(E) The bill clarifies the conditions under which a city or county may establish a professional sports and
convention development (PSCDA) area. Under current law, aPSCDA may include only facilities owned by
acity, acounty, a school corporation, alocal capital improvement board (only in counties not containing a
consolidated city), a civic center’s board of directors in South Bend and Mishawaka, or the Building
Authority in Gary. A PSCDA may only contain afacility that is owned by one of these entitiesand is used
either by a professional sports franchise or for tourism and convention events.

Thisbill would require all PSCDASsto contain aprofessional sportsfacility. Thisbill also providesthat any
facility in a PSCDA other than a professional sports arena must be used “principally” for convention and
tourism related events. In addition, the bill clarifiesthat if a PSCDA that contains multiple facilities, these
facilities may have different owners provided they areincluded in thelist of eligible ownersprovided in the
paragraph above. If multiple ownersexist, thishill would further require the partiesinvolved to establish an
agreement specifying the distribution of tax revenues collected for the PSCDA fund.

Revenue generated inside a PSCDA through the grossretail tax and theindividual AGI tax isdeposited into
a special fund for capital improvement within the area until the annual limit on captured state taxes is
reached. Theamount may not exceed an amount equal to $5 multiplied by the number of residents of thecity
or county. Food and beverage taxes and local option income taxes earned in PSCDASs are al so captured for
capital improvement, and thereis no limit on the amount of these local taxes that may be captured.

State Agencies Affected: Department of State Revenue.
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L ocal Agencies Affected: County Treasurers; Counties with alocal option income tax.

I nfor mation Sour ces: Federation of Tax Administrators; Joint Committeeon Taxation; Department of State
Revenue, Tom Conley, 232-2107.
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